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EDITORIAL
The difficulties which have been en
When the Prospectus
countered in the efforts to present full
Is Abridged
and frank statements of financial con
dition to share-holders, bond-holders or prospective investors in
this country have been the subject of exhaustive, if not exhaust
ing, discussion in these pages. But until there has been sub
stantial reform it will be necessary for everyone who is interested
in the progress of proper accounting to continue to urge improve
ment. We have dealt at various times with a number of the ways
in which the investor should be protected but is not. One fea
ture of the present practice, however, has not received so much
consideration as it deserves. The subject is recalled to attention
by an article appearing in the London Times of October 4th,
which well may form the basis of an argument. Under the
heading “An abridged prospectus,” The Times says:
“The prospectus of the Mutual Finance, Indemnity and Guarantee
Corporation, to which reference was made yesterday affords one more il
lustration of the need for passing legislation prohibiting the use of abridged
prospectuses. In the companies bill, which has been through the house of
lords and is now awaiting the consideration of the house of commons,
there are two clauses directed against the practice of issuing abridged
prospectuses with application forms attached, under which any person
who is a party to the issue of an abridged prospectus will be liable to a
heavy fine. In the abridged prospectus of the Mutual Finance, Indem
nity and Guarantee Corporation we find that the short summary given in
the full prospectus of certain material contracts is omitted. For instance,
the abridged version stated that the purchase price paid for the £100 cap
ital of the Mutual Indemnity and Guarantee Corporation was £71,500;
but the full prospectus gives the additional information that the vendor,
Mr. Arnold Williams, entered into a contract last month with the Century
Insurance Company to buy the shares for £31,500.
“ Nor did the abridged prospectus disclose the fact that the vendor, in
addition to the purchase consideration, received the right for himself or
his nominees to subscribe in cash at par for 500,000 ordinary shares of 1s.
each, or half the total ordinary capital. Again, the abridged document
omitted to mention that the right to subscribe for 3,000,000 ordinary
shares was given to the underwriters, beside a commission of 2 per cent.
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and an overriding commission of 1 per cent. Further, no mention was
made of the fact that one of the joint managing directors is to receive a
salary of £1,500, together with a commission of 10 per cent. on profits in
excess of £20,000; and that in the event of his leaving the company he be
comes entitled to a life annuity of £600. Moreover, other contracts re
lating to salary and commission payments to be made to the vendor as
technical director and to the other joint managing director were omitted.
We do not suggest that any of these payments, profits or considerations
are excessive. All the financial arrangements may be thoroughly justified.
But they should have been clearly set forth in the abridged prospectus (to
which were attached application forms) inviting the public to subscribe.
Investors who subscribed with no more knowledge than was provided by
the abridged prospectus might very well claim that they were not given all
the information that they had a right to expect.”

Americans are quite familiar with the
abridged prospectus. Indeed, it is sel
dom that one sees a prospectus in full.
There is almost always something omitted which every intelligent
investor would want to know. Presumably the information sup
plied to the underwriters is generally adequate, but the under
writers do not present to the public as much detail as they receive
and, consequently, we have the abridged prospectus. Such a
case as that cited in the excerpt from The Times seems to have
attracted a good deal of attention in England but it would pass
almost without comment here. It was pointed out in the De
cember issue of The Journal of Accountancy that the informa
tion required under the English companies acts should be re
quired in the United States and wherever else there is the offering
of securities to investors. Incidentally it may be noted that the
concluding argument in The Times is weak. The contention that
investors who subscribe without full knowledge might claim that
they were not given all the information which they had a right to
expect seems rather obvious. The fact is that if an investor sub
scribes without full knowledge he has no one but himself to blame
when things go wrong. Against that, however, must be set the
more important fact that investors quite often lack any notion of
the kind of information which they should demand. They do
not even know that they have not been fully informed—which
brings us back to the old axiom that the public is an ass. It is a
somewhat interesting speculation to consider what effect a full
prospectus would have upon its readers. Most of them would
probably glance over the headings and avoid the rest. They
would buy or not buy in accordance with their financial condition
or the degree of confidence which they had in the integrity of the
salesman.
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The form of abridged prospectus which
Reference to Accountant
is especially prevalent at this time is the
Often Misleading
published advertisement of an issuance
of securities in which the name of the accountant either is not dis
played or, if given, is misused. Naturally the underwriters give
consideration to the financial statements presented by the ac
countant to the borrowing company, and they must depend largely
upon the certificate of the accountant in deciding whether to un
derwrite or not. But, once the bankers have decided to buy and
sell the securities, the accounting details are shoved into the back
ground. The published announcement says that the letter of the
president states, etc., etc.; that the accounts have been audited
by So & So; that the profits for the past year, or ten years, have
been so much, or the undivided surplus is a sum, which is usually
impressive. This information is confidently believed by the ad
vertisers, who are the underwriters, to supply all the information
that the public has a right to expect. But the truth of the matter
is that the public knows absolutely nothing about the company,
if it depends upon the published data as a source of information.
It is quite easy to conceive that a company which operated even
criminally and prepared false statements of condition and earnings,
might sell securities which would be offered in the form which we
have described. The fact that So & So have audited the books of
the company does not indicate what So & So said. They may
have condemned in unqualified terms the whole structure of the
accounts and even impugned the veracity of the concern. Their
certificate may have said, “Your accounts are untrue and your
financial position is rotten.” Even so, the company can truth
fully say that the accounts have been audited by So & So. The
inference, of course, from the statement that the accounts have
been audited by a reputable firm and that the earnings or surplus
is substantial in amount is that the accountants have certified
those earnings or that surplus. This is not a purely suppositi
tious case. We have seen several statements to the effect
that the accounts have been audited by reputable accountants
and the implication has been clear that the accountants have
found all in good order; whereas the accountants have found the
conditions far from satisfactory. The truth is easily distorted if
one is permitted to garble an accountant’s report or, worse yet, to
follow the methods which we have been describing. The state
ment of an accountant’s engagement to audit and the statement
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of financial condition, when they appear in juxtaposition, may
generally be accepted as evidence that the accountant’s certificate
is satisfactory, but so long as the possibility of misrepresentation
exists readers should be careful to distinguish between the definite
certificate of the accountant and the simple allegation of the fact
of audit. It would not be feasible to publish in every newspaper
advertisement the full details of the auditors’ report, but at the
least a condensed balance-sheet and the full certificate should be
given if the name of the accountant or the mere fact of audit is
mentioned.

Many prospectuses appearing from time
to time present no evidence of inde
pendent verification. The accounts are
prepared in the office of the borrowing company and no pretense
is made that they have been impartially prepared. These exparte statements, however, are coming into disrepute or at least
into disfavor and it is growing more and more the custom to call
upon independent accountants for examination prior to the is
suance of any securities. Some accountants have adopted the
policy of refusing to permit mention of their names without pub
lication of their certificate, and if this can be enforced it will be
helpful, but there seems to be no legal bar to the publication of
the accountant’s name without anything more than that, save in
the remotely possible contingency that an attempt to deceive
can be proven. It is the hardest thing in the world to demon
strate criminal intention and the underwriter who advertises even
misleadingly can usually escape penalty. The cure for the evil
can be found in the enactment of laws prohibiting publication of
prospectuses without adequate—not necessarily full—information,
and the information can not be adequate unless the accountant’s
certificate is in its proper place under the statement of accounts,
whether full or condensed, which is published. In the meantime,
investors should scrutinize carefully the published advertise
ments of securities and should note particularly whether the ac
countant is the one who certifies or his name is included merely
to lend an air of decency. Every true accountant would refuse
to have anything further to do with a concern which was guilty
of such misleading practices as those which we have mentioned,
but that decision would not affect what was past. The under
writer, if he were venal, would care nothing about what the ac
32
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countant would do or would not do in the future. The danger
of abridged prospectuses may be told in few words, but the whole
scheme is replete with the possibilities of evil.

Before the present session of congress
Two Opinions on Tax
assembled
in Washington, certain differ
Reduction
ences of opinion expressed by the ad
ministration and by the Chamber of Commerce of the United
States of America afforded a great deal of entertainment to the
public. The administration presumably had made careful in
vestigation of the facts and probabilities and had fixed the maxi
mum tax reduction for the coming year at $225,000,000. This
decision was reached after careful computation and pains-taking
research. There has long been a theory that the government,
particularly under the administration of the present executives,
has adopted the policy of conservative estimation. The facts
prove that where the treasury has announced a probability of
surplus the amount has always been exceeded. Arguing upon the
basis of past experience, the public, therefore, might be forgiven
for believing that the estimates for next year erred on the side of
conservatism. About this time the Chamber of Commerce of the
United States of America distributed a questionnaire and ballot,
and as the result of its efforts recommended that the tax burden
should be reduced by $400,000,000. It could not do otherwise
after the members had voted on the question. No doubt,
sound and profound thought was given to the recommenda
tions of the chamber of commerce. The questionnaire itself,
before it was sent to the various members, was certainly com
piled with reasonable knowledge. But that does not mean that
the vote of the chamber of commerce, or of any similar body of
any kind, can be regarded as expressing deliberate opinion.
When an organization consists of thousands of members and
those members are asked to vote upon a question such as this, in
volving reduction of tax burden, it is almost certain that nine
tenths of those who vote at all will vote in favor of the thing
which they desire. If the same men, or groups of men, that
voted to demand the greater reduction had been asked to express
their opinion as to whether the reduction could reasonably be
expected or not, they might have expressed a different opinion.
At any rate, when the result of the ballot was announced and the
chamber of commerce let it be known that it favored the
33

The Journal of Accountancy

$400,000,000 reduction, the comment which came from the White
House was almost unprecedented in its severity. It is not
hazarding a very great guess to conjecture that the administra
tion’s annoyance arose partly from a knowledge of how ques
tionnaires are answered as a rule and of how much care for the
protection of the country had gone into the official estimate of
maximum reduction. It is never very gratifying to have a
carefully reasoned judgment denied or rejected by one who has
given the matter less thought. Questionnaires are one of our
worst afflictions. Nearly every mail brings a questionnaire
on something from someone, and it is probable that somebody
answers these various interrogatories or the practice would die
out. But if anyone can derive any real information, even on the
simplest kind of question, from the snap judgment of those who
answer, he must be a wise man indeed.

Some years ago The Journal of Ac
Department of Account
countancy published a series of con
ing Terminology
tributions from the committee on ter
minology of the American Institute of Accountants. The
articles consisted chiefly of definitions of accounting terms sug
gested by the committee and of comments by readers, though
these were too few. The work was important and valuable but
for several reasons it became necessary to allow it to lapse. Now,
however, the committee has resumed its labors and it is hoped that
it will be possible to publish in nearly every issue of The Journal
of Accountancy a group of definitions which the committee
will propose. The first of the new series appeared in the Journal
for December, 1927. Another instalment is published in the
current issue. The whole question of terminology is of such vital
importance to the profession at large that it is probably quite
unnecessary to emphasize it. No one who has been engaged in
accounting is ignorant of the fact that there is no standard defini
tion of many of the accounting terms which are in common use.
Furthermore, the words which have one meaning in the east may
have a quite different meaning in the west; and sometimes there
is a distinct difference in the use of words even in neighboring
states. The local distinctions, however, are not so vitally im
portant as is the general uncertainty as to the meaning of many
generic and specific terms. As we understand the intention of
the present committee on terminology, it is to offer definitions,
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consider criticisms, adverse and favorable, and subsequently to
embody in reports to the council of the Institute what the com
mittee believes to be the best definitions of the various words
considered. The best definition does not necessarily imply the
most common interpretation, although in many cases it is wise to
adapt technique to custom rather than to attempt to make custom
conform to technical ideas. At any rate, it is an important work
which the committee is doing and we hope that the readers of this
magazine will not only read but will also send to the committee
any constructive or destructive criticisms which may occur to them.

A civil-service examiner has sent in some
answers submitted by candidates which
he thinks may be helpful to the profes
sion at large. He expresses the extraordinary opinion that very
few accountants would answer the questions in the same way.
Following are the questions and answers:
The Comic Muse at
Examination

No. 1. Mention the three different classes into which accounts are usually
divided.
Give the names of the principal accounts in each class. What
class or classes of accounts close into loss and gain?
Answer: Accounts are divided into three classes: resources, liabilities
and cashbook. Cashbook balance, money received and any other income
from business. Salaries, rent, fuel, money paid out, or any other liabili
ties.
The statement of resources and liabilities close into a loss-and-gain ac
count.
No. 2. Explain fully how you would prove by the use of assets and liabili
ties, the result of an ordinary profit-and-loss account.
Answer: The liabilities, bank balance and inventory should equal the as
sets, the result showing an ordinary profit-and-loss account.

The correspondent who sends these brilliant efforts probably be
lieves that his class of candidates is unusually stupid. Perhaps
he would be amazed to know that some equally absurd answers
are presented by candidates for C. P. A. registration. At every
examination conducted by the Institute and the cooperating
states, the examiners unearth amazing evidences of ignorance.
Now and then, however, there comes a real joy. One of the ex
aminers who has recently been at work on the Institute examina
tion papers sends this answer. “Growing crops are contingent
assets and their value is determined by certain contingencies
known as acts of God.” The examiner adds, “A handsome ad
mission by a western candidate. Most of them would say ‘an act
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of congress’.” And that, when one comes to think of it, is a
fairly comprehensive summary of the principal question which is
distressing the minds of politicians today.

There is sometimes complaint by can
Examination Questions
Should be Analyzed didates at examinations that the ques
tions which are presented to them deal
with specific subjects of which they (the candidates) have no
knowledge. This sort of complaint seems to be common to all
examinations, but to be especially frequent in the case of ex
aminations conducted as a test of the candidates’ proficiency in
some one or other of the professions. Medical and legal examina
tions often excite protest on the score of unexpectedness. If the
candidate had known what the questions were to be he would
have been prepared for them. Accounting examinations are
peculiarly susceptible to the charge of wandering from the point.
In every examination there must be questions dealing with ac
counting principles, and apparently the candidates who fail—the
others do not complain—are convinced that their failure was due
to the novelty of the questions asked. Some years ago it used to
be said that in certain states one need never be surprised by any
question because the examination was always the same or at best
there was a cycle of questions which could be counted upon to com
plete the revolution in a certain number of years. Now, however,
that condition is almost ended and the average examination con
ducted by boards of examiners in accountancy strives after orig
inality—and sometimes achieves it. At any rate, the candidates
can no longer come into the examination room with the calm as
surance that every question will be an old familiar friend. This
seeking after new ways of expressing essential truths or theories
is probably the cause of the protests which are made. The can
didate too often learns to know a fact or a thesis in one suit of
clothes and when the garb is changed he can not recognize the
features of the wearer. This is a quite common product of
the acquisition of knowledge from texts. The unthinking pupil
sees the outward aspect and no more. The intelligent student,
on the other hand, concerns himself more with the why than with
the how, and so, when he meets what seems to be a stranger, he
looks sharply at the features to see if perhaps it is not an old ac
quaintance after all. The dress means very little to him who
knows the wearer. It may be said with a good deal of reason
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that the candidate who fails to recognize a known principle in a
new guise should not pass. No one will quarrel very violently
with that argument, unless it be the man who has failed. But
it is only fair to explain that the candidate who believes that he
has a grievance should stop and consider before uttering his pro
test. Not long ago a complaint was made by a candidate that one
of the problems in an accounting examination was unfair because
it dealt with foreign exchange and that was a subject in which he
had not been instructed. Well, there are two answers to such an
allegation. In the first place the candidate should have been in
structed or should have instructed himself in so important a
phase of accounting. If foreign exchange is not much of a factor
in the business carried on in his vicinity, it is nevertheless a topic
about which every accountant should read at least. Many of
the well known texts on accounting devote chapters to the subject
and if the candidate is a reader he must have read something
about it. His excuse, therefore, falls down on the count of care
lessness. It falls also on another count, and that is one which is even
more discreditable. The problem which was the ground of com
plaint in this case used foreign exchange simply as a peg upon
which to hang questions concerning fundamentals of mathematics
and accounting theory. If a candidate had never heard of for
eign exchange—which, of course, is inconceivable—he should have
been able to think the question through to an answer simply by
applying his general knowledge of those fundamentals.
Some years ago there was a problem in
the examinations of the American In
stitute of Accountants which hinged
upon a brick-making machinery plant. Its echoes still reverber
ate among the mountains of mail. Probably not one candidate
who was confronted by that problem had ever seen a brick-mak
ing machinery plant. Many of them may not have known that
such a thing existed. So there was a chorus of woe from the
candidates who did not stop to think. They had not been justly
treated for, look you, who could be expected to write intelligently
about brick-making machinery—we wish for the sake of brevity
and sweetness that something with a shorter and more euphon
ious name had been selected—except those rare and fortunate
souls whose walk in life had led them through the trackless maze
of brick-making machinery plants? It was very sad. But the

One Problem Which
Was Misunderstood
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fact is that the problem which was the stirrer-up of all this pother
might as well have mentioned any one of a score of similar in
dustries quite as appropriately as it mentioned brick-making
machinery plants. Explanations of technical terms were given
and the candidate was required merely to apply to the problem
the methods of solution which any competent accountant or stu
dent of accountancy would apply. In other words, it was the
name of the plant which floored several candidates. As many
people have said in one form or another, it is the unusual which
terrifies. Of course, everyone knows that no examination can be
universally welcome to every candidate and also that no two ex
aminations worthy of the name can be of exactly equal difficult
ness. For example, we think that the Institute examinations of
May, 1927, because of the large number of alternative questions,
were easier to answer than some of their predecessors, but the per
centage of failure and success has been practically unchanged for
several years and therefore we must conclude that most of the
candidates last May did not share our opinion. There must be
always some dissatisfaction after examinations unless the ex
aminers become too tender-hearted to shatter even the faintest
aspirant’s ambitions, but it seems not quite reasonable to com
plain because accounting principles come to the party in a new
dress. So long as the guests are only those who should have been
invited everyone should have a very pleasant time.
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